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SECRET 


THE DIRECTOR OF CENTRAL INTELLIGENCE 


National Intolligonco Council 


WASHINGTON, D.C. 30505 

NIC #01278-84 
24 February 1984 


MEMORANDUM FOR: Acting Director of Central Intelligence 

FROM: Maurice C. Ernst 

National Intelligence Officer for Economics 


SUBJECT: Comments on McFarlane Memo Concerning 

Impact of Escalation of the Iran-Iraq War 


1. McFarlane expresses concern that the international economic 
repercussions of an escalation of the Iran-Iraq war "could be disastrous. 
The economic achievements of the last three years could be at stake." In 
my opinion this exaggerates the problem. Although an escalation of the 
Iran-Iraq war likely would result in higher oil prices, these price 
increases would probably be brief, and their negative impact on the world 
and US economies consequently would be small. 

2. Consider the following: 

o The great majority of reasonable contingencies that could disrupt 
oil supplies would have an impact small enough to be offset 
through use of excess oil producing capacity in other areas. Only 
a closure of the Straits or damage to some very critical Saudi 
facilities would result in a significant net reduction of world 
oil supplies. 

o No one expects a closure of the Straits to last long; if only 

because the US would take action to reopen them. Saudi facilities 
are vulnerable, but one must assume extreme efficiency or good 
luck by the attackers to put most of the key ones out of 
commission. 

o Given current market psychology, it would take a large oil 
interruption to cause a big price spike. The oil market has 
hardly been fazed by escalation threats. 

o Once the interruption was over, oil prices would probably return 
to or below their previous levels. Unlike 1973 and 1979-80, the 
Saudis almost certainly do not want higher prices in the longer 
term. If anything, they believe current prices are slightly on 
the high side. 
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3. McFarlane refers to CIA analysis as a basis for his gloomy 
assessment. The analysis In question probably uses runs from a macro model 
of the world economy, which is designed to analyze the Impact of what I 
believe are very unlikely scenarios— namely, large oil price Increases that 
last a year or more. In the far more likely case of a relatively brief 
interruption. Inventory behavior Is critical, and the model is not designed 
to shed any light on this problem. 


4. We w ill be expandin g on our analysis of the imnart nf nil c..nni» 
interruptions 


, , wmcn win De completed within the next two or three 

weeks. CIA also is providing analytical snnnnrt fnr tho in* orananru 
taskforce on energy conti naenrv nlanninn 



Maurice C. Ernst 
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NIC #1278-84 
24 February 1984 


SUBJECT: Comments on McFarlane Memo Concerning Impact of 
Escalation of the Iran-Iraq War 


DCI/NIC/NIO/Econ :M. Ernst : bha (24 Feb 84j 


Dlst: 

Orlg - A/DC I 

1 - DCI/SA/IA (by hand) 
1 - ER 

1 - DDI Registry 
1 - VC/NIC (HM) 

1 - NIO/NESA 

2 - NIO/Econ 

1 - VC/NIC (CW) 
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